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This booklet summarizes a detailed discus- 
sion paper, tabled with the budget, which 
puts forward the government’s proposals 
for a fairer and more flexible mortgage 
market. 


Copies of this booklet may be obtained by 
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Finance Distribution Centre 
160 Elgin Street 
Ottawa, Ontario 
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Preface 


For millions of Canadians, owning a home 
is a cherished goal. For these Canadians, 
accessibility and security of homeowner- 
ship are crucial if they are to realize their 
aspiration. These factors are also impor- 
tant for a stable homebuilding industry, a 
healthy economy and the well-being of 
Canadian society. Accessibility and secu- 
rity of homeownership rest to a large 
extent on predictable and relatively stable 
mortgage rates. 


During the recent period of high and vola- 
tile mortgage rates, many homeowners 
found themselves in serious financial dif- 
ficulty when they were forced to renew 
their mortgages at extraordinarily high 
rates. The absence of any mechanism 
enabling homeowners to protect them- 
selves in the face of dramatic and unex- 
pected changes in mortgage rates con- 
tributed to their feeling of insecurity and 
helplessness. 


Canadian homeowners and prospective 
home buyers deserve improved security 
against the risk of losing their homes 
because of fluctuations in mortgage rates 
over which they have no control. 


To respond to concerns Canadians have 
about the uncertainty of future mortgage 


costs, | am proposing three measures to 
give protection to homeowners and pros- 
pective home buyers. 


Two of the proposals deal specifically with 
the issue of security for the mortgage bor- 
rower. In co-operation with my colleague, 
the Honourable Roméo LeBlanc, Minister 
responsible for Canada Mortgage and 
Housing Corporation, I am proposing a 
Mortgage Rate Protection Program which 
will enable Canadians to buy protection 
against extraordinary increases in mort- 
gage rates. 


Longer term mortgages would give 
Canadians assurance in the stability of 
their mortgage payments over an 
extended period of time. To assist the 
development of longer term mortgages, I 
am proposing measures to facilitate and 
encourage the introduction of mortgage- 
backed securities by the private sector. 


Finally, my colleague, the Honourable 
Judy Erola, Minister of Consumer and 
Corporate Affairs, and I are proposing 
amendments to the Interest Act to 
strengthen the rights of mortgage borrow- 
ers, increase the flexibility of the mortgage 
market and provide Canadians with a 
broader choice of mortgage instruments. 


For each proposal, considerable attention 
has been devoted to ensuring that the effi- 
cient functioning of the mortgage market 
is not impaired. In each case, the key ele- 
ments require the participation of both 
government and the private sector. None 


of the proposals will pose significant costs 
to the federal government, although the 
government is prepared to provide assist- 
ance in extraordinary circumstances. 


While the three proposals are related, to a 
large extent they can proceed independ- 
ently. There will be extensive consulta- 
tions focussed on each proposal and espe- 
cially on the factors that must be 
considered in their implementation. In 
this regard, my colleagues and I will be 
making a particular effort to obtain the 
views of the financial and housing com- 
munities. Because the government is 
anxious to proceed quickly with these pro- 
posals, I anticipate that consultations will 
take place over a matter of weeks rather 
than months. I invite all Canadians to 
submit their comments to me at the earli- 
est possible date. 


ae ae 


The Honourable Marc Lalonde 
Minister of Finance 


Introduction 


A Need for Protection and 
Security 


Canadian homeowners and prospective 
home buyers need improved security 
against the risks and difficulties created 
by unexpected increases in mortgage 
interest rates. Since 1978, mortgage inter- 
est rates have fluctuated sharply, rising 
above 20 per cent during 1981. Many 
families, faced with renewing mortgages at 
much higher rates during this period, 
found themselves in serious financial dif- 
ficulties or in Jeopardy of losing their 
home. 


Borrowers who chose to take long term, 
high interest rate mortgages continue to 
struggle with large mortgage payments. 
Some of these borrowers who thought they 
had the right to prepay long term mort- 
gages have discovered they are legally pre- 
vented from doing so. Others have found 
that the penalties imposed for prepaying 
are prohibitively large. 


Given this situation, the government has 
been seeking ways to protect individual 
Canadians from the full impact of extraor- 
dinary fluctuations in mortgage rates. 


Three Innovative Measures 
Action will be taken on three fronts: 


1. A Mortgage Rate Protection Program 
will be introduced enabling home buy- 
ers and homeowners to buy protection 
against sharp increases in mortgage 
rates. 


2. Amendments will be made to the Inter- 
est Act to provide in law for mandatory 
disclosure of all terms and conditions of 
mortgage contracts, prepayment rights, 
and regulations governing maximum 
prepayment penalties. 


3. Measures will be taken to encourage 
the development of longer term mort- 
gages by the private sector, by remov- 
ing legislative barriers to the develop- 
ment of longer term mortgages and by 
encouraging the introduction of mort- 
gage-backed securities. 


Major Benefits 
Taken together, the measures will offer 
homeowners and prospective home buyers 


important and reassuring benefits: 


e protection and security against extraor- 
dinary increases in mortgage rates, 


e stronger rights for mortgage borrowers, 
e wider choice of mortgage instruments, 
e amore flexible mortgage market, 

e greater stability in mortgage costs, and 


e fewer risks in taking out a mortgage. 


1. Mortgage Rate Protection 
Program 


The Mortgage Rate Protection Program 
(MRPP) will give all Canadians an oppor- 
tunity to purchase protection against 
extraordinary increases in mortgage rates 
when they take out a new mortgage or 
renew their existing mortgage. The pro- 
gram will mean that Canadians can plan 
their financial affairs with confidence that 
their mortgage costs will remain relatively 
stable. 


Who Will be Eligible for Mort- 
gage Rate Protection? 


All home buyers who are taking out a new 
mortgage and present homeowners whose 
mortgages will be renewed after the pro- 
gram begins will be eligible. 


What Can be Protected? 


The principal residence of homeowners 
will be covered, including single and semi- 
detached homes, condominium units, 
mobile homes, and the owner-occupied 
unit of a duplex or apartment building. 


What Mortgages Will be 
Eligible? 
All first mortgages will be eligible. Second 


and subsequent mortgages and vendor 
take-back mortgages will not be eligible. 


The maximum value of a mortgage that 
will be covered is $70,000. 


How Much Will Mortgage Pro- 


tection Cost? 


The fee will be 1% per cent of the amount 
of the mortgage to be protected, up to a 
maximum $1,050. The fee will be payable 
at the time the mortgage agreement is 
entered into, but could be included in the 
mortgage loan amount and amortized over 
the period of the mortgage. 


How Will Mortgage Rate Protec- 
tion Work? 


The program will pay three-quarters of 
any increase in monthly payments result- 
ing from a rise of more than 2 percentage 
points in the mortgage rate. In effect, 
there will be a 2-per-cent deductible. Pro- 
tection will extend to a limit of 10 percent- 
age points above the deductible, in other 
words, 12 per cent above the original 
mortgage rate. 


As the table indicates, in the event of a 

5 percentage-point increase in mortgage 
rates, a homeowner with current monthly 
mortgage payments of $747 would be 
faced with a monthly increase of $254. 
The MRPP would pay $116 of this. 
Therefore, the homeowner would pay only 
an additional $138. If the homeowner has 
five years of protection, the MRPP will 


pay $6,960 over the life of the protection 
period. If a 10 percentage-point increase 
in the mortgage rate occurred, the total 
benefit to the homeowner with five years 
of protection would be $18,660. 


Number of years of 


protection 

3 5 
Initial conditions of mort- 
gage" (per cent) 
Interest rate 11% 12% 

(dollars) 

Monthly principal and interest 
payments 710 747 
3 percentage-point increase 
Total increase in monthly payment 150 151 
Monthly amount paid by MRPP® 38 38 
Total MRPP benefit over 
protection period 1,368 2,280 
. percentage-point increase 
Total increase in monthly payment 252 254 
Monthly amount paid by MRPP® 115 116 
Total MRPP benefit over protec- 
tion period 4,140 6,960 
10 percentage-point increase 
Total increase in monthly payment 512 514 
Monthly amount paid by MRPP® 310 31] 
Total MRPP benefit over 
protection period 11,160 18,660 


(1) Assumes initial mortgage of $70,000 amortized over 
25 years. Interest rates chosen are those prevailing at 
the end of 1983. 


(2) Assumes equal monthly payments paid to individual 
over the protection period. 


How Long Will Mortgage 
Protection Apply? 


The protection period will be equal to the 
term of the original mortgage and begin 
when the original mortgage term expires. 
For example, an individual who takes a 
five year mortgage on January 1, 1985, 
expiring on December 31, 1989 will be 
protected from January 1, 1990 to Decem- 
ber 31, 1995. Homeowners are therefore 
guaranteed that their monthly payments 
will remain relatively stable for twice the 
term of the original mortgage. 


Can a Homeowner Renew His 
Protection? 


Yes. Upon expiry of his or her original 
mortgage, the homeowner can extend the 
mortgage protection by paying an addi- 
tional premium. This gives the homeowner 
the option of continuous protection until 
the mortgage is paid off. 


Can Mortgage Rate Protection 
be Transferred When a Home- 
owner Sells His or Her Home? 


Yes. If the purchaser of a home assumes a 
mortgage which is covered under the 
MRPP, protection is transferred along 
with the title. 
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When Will the MRPP Begin? 


Legislation must be passed by Parliament 
to implement the MRPP. The government 
intends to make the legislation retroactive 
so that all homeowners taking out a new 
mortgage or renewing an existing mort- 
gage on or after March 1, 1984 will be eli- 
gible to participate once the legislation is 
passed. 


2. Strengthening Borrowers’ 


Rights 


The Right to Full Information 


In the past, some mortgage borrowers 
have been unaware of or misinformed 
about the full terms and conditions of 
their mortgage contract, including their 
prepayment privileges. Proposed changes to 
the Interest Act will ensure complete disclo- 
sure of all terms and conditions. This will 
help consumers in comparing mortgages 
offered by different lenders and will 
improve competition in the mortgage 
market. 


The Right to Prepay Mortgages 


At present, mortgage contracts have a var- 
iety of prepayment penalty provisions, 
and some contracts have none. With the 
decline in interest rates, some borrowers 
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have complained about exorbitant prepay- 
ment penalties. There is an obvious need 
for a prepayment principle that is fair to 
both borrower and lender. 


Proposed amendments to the Interest Act will 
provide borrowers with the right to prepay 
their mortgage at any time, at penalties no 
higher than a prescribed fair level. The maz- 
vmum amount lenders will be able to col- 
lect is the present value of their loss result- 
ing from prepayment. 


The amendments to the Act will not pre- 
vent individual borrowers from negotiating 
more favourable prepayment terms in spe- 
cific contracts. 


3. Improving Consumers’ 
Choice of Mortgages 


The mortgage market can be improved by 
increasing the number of types of mort- 
gages that are available to Canadians. 
Variable rate mortgages (VRMs) and 
index-linked mortgages (ILMs) can provide 
greater security for a borrower against 
being locked in to a high mortgage rate. 
Currently, the Interest Act limits the 
widespread use of these instruments in the 
mortgage marketplace. Changes to the 
Interest Act will remove existing barriers 
and open up the marketplace to VRMs 
and ILMs. 
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4, Promoting Stability 
Through Long Term 
Mortgages 


The revival of fixed rate long term mort- 
gages can help Canadians feel more confi- 
dent 1n purchasing a home and planning 
for the future.. The housing community 
has stated that it considers the develop- 
ment of 10 year mortgages to be an impor- 
tant element in assuring the stability and 
growth of the residential construction 
industry. 


The government will take measures to cre- 
ate conditions that favour the return of a 
long term mortgage market. 


e The Interest Act will be amended to 
eliminate provisions that currently dis- 
courage lenders from offering long term 
mortgages. 


e The private sector will be encouraged to 
develop a mortgage-backed securities 
market that will assist the development 
of long term mortgages. 
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Mortgage-Backed Securities 


Under the program, private mortgage 
lenders will pool a group of National 
Housing Act — insured mortgage loans 
and arrange to sell long term securities 
backed by the mortgages to investors. The 
funds raised will be used to finance long 
term mortgages. The monthly payments 
made by mortgage borrowers will be 
passed on to the securities holders and will 
include interest, principal amortization 
and mortgage prepayments. 


The securities will be attractive to inves- 
tors because they will permit holders to 
earn the relatively high yield associated 
with mortgages without becoming involved 
in dealing with individual mortgages. 


The program will be attractive to home- 
owners and home buyers because it will 
offer the option of stable, long term mort- 


gages. 
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